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ABSTRACT
SHELBY LOFTIS: Fundamental Accounting Concepts: A Compilation of Case Studies
This thesis is a compilation of twelve case studies that were completed over the
course of an academic school year. These cases covered a variety of topics such as
accounts receivables, property, plant, and equipment (PPE), long-term debt, shareholders'
equity, deferred income taxes, revenue recognition, and many more. The cases touched
on subjects that were relevant to things we covered in our other accounting classes, along
with items we were exposed to during our internship. For many of the cases, we
collaborated with fellow students in our thesis class to help analyze some of the questions
posed in the case studies. Being able to work productively in groups is an important skill
to have, and this classroom setting allowed us to work on that. Collaborating with others
and being able to understand the basics of accounting are important aspects of becoming
a well-rounded accountant.
Throughout this thesis, I applied concepts from the Generally Accepted
Accounting Principles (GAAP), the International Financial Reporting Standards (IFRS),
and the FASB Codification. Being able to use and understand these vital resources is a
key skill I learned while completing this thesis. Additionally, these case studies exposed
us to financial statements for real life public companies which provided great exposure
and provided real examples to reinforce the topics we were learning throughout our
thesis. Until this thesis, I had not had the opportunity to analyze actual financial
statements for companies. These financial statements provided an opportunity for us to
see how everything we had been learning in class, tied together. These cases reinforced
many topics we covered in our accounting classes which was extremely beneficial to our
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understanding of the curriculum. In addition, the case studies also provided supplemental
information to further advance our accounting knowledge.
These case studies enforced a lot of topics that were challenging in our
intermediate accounting courses. More importantly, we learned a lot about topics that are
often discussed in the actual accounting world. For the first case study I competed, Home
Heaters Inc., we worked with Excel. This particular case study took a long time as Excel
was unfamiliar to me. This specific project helped me a lot as I gained valuable
experience with Excel that helped me in other accounting classes at the University of
Mississippi, along with helping me during my internship. Excel is an important skill to
have going into the real world, and we don't get enough practice with it in our traditional
classes, which is why this case was particularly important in the advancement of my
Excel skills. These case studies also aided my researching abilities. For a few of the
cases, we had to use our textbook and other supplemental aids to research the topics at
hand. During the Accy 420 thesis class, I learned a lot about researching and
collaborating in a group setting. We had to work with different groups each time we had
a case study which gave us lots of opportunity to work with different kinds of people.
The case studies provided a lot of valuable knowledge that has been beneficial in
both my academic and accounting career. These case studies reinforced difficult topics
that are important to grasp to thrive in the accounting world. During my internship, I
came across certain topics more frequently in my daily work such as deferred income
taxes and marketable securities. I was able to use the knowledge I gained from working
on my thesis throughout my internship. Being able to understand and contribute to
discussions during my internship made me realize how much I had learned throughout
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my courses and working on this thesis and participating in the thesis class. Additionally,
being able to collaborate with my peers on accounting issues improved my interpersonal
skills which has proved to be beneficial during my internship but will also be extremely
important moving forward during the Master’s program and in my accounting career.
All in all, this thesis proved to be very beneficial in both my academic career and
in my professional career. I learned a lot through the thesis, as well as during the
alternative thesis class. By working on this thesis, it has provided me with knowledge that
will carry over and benefit me throughout my life. Being able to analyze a variety of
accounting topics on a deeper level has set me apart from my peers and has provided me
with opportunities to further my academic and professional career.
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LIST OF ABBREVIATIONS
AFS

Available-for-sale

ASC

Accounting Standards Codification

DTA

Deferred Income Tax Assets
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Financial Accounting Standards Board

FIFO

First-in, First-out

GAAP

Generally Accepted Accounting Principles

HTM

Held-to-maturity

IAS

International Accounting Standard

IFRS

International Financial Reporting Standards

LIFO

Last-in, First-out

PPE

Property, Plant, and Equipment

R&D

Research and Development
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CASE 1: HOME HEATERS INC.

8

Reflection
This case study is about two companies, Glenwood and Eads, who both started
their businesses on January 1, 20X1. They had the same transactions throughout the year
but had different adjusting entries at the end of the year, using different methods.
Glenwood estimated one percent of ending accounts receivable as uncollectable,
used the FIFO inventory method, used the straight-line depreciation method for their
building and equipment, and leased equipment on a yearly basis. Eads estimated five
percent of ending accounts receivable as uncollectable, used the LIFO inventory method,
used the straight-line depreciation method for their building and the double-declining
balance method for their equipment, and leased equipment with a capital lease agreement.
This case study shows how financial statements can differ by using different
GAAP methods. Although the companies had the exact same transactions throughout the
year, 4 adjusting entries, using different methods, can change the outcome on the
financial statements significantly, which was interesting to see. This case showed the
importance of picking methods that work best for your company and what you are trying
to achieve.
It is vital to see how transactions flow from the initial moment the transaction was
made, through to all the financial statements. Seeing how one mistake can change
everything is useful for the future and realizing the importance of checking all your work.
It was difficult to have to go back through and find the error, but that is something people
have to do all the time at their jobs. This case study was very useful with learning about
comparing both companies and accounting methods.
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Home Heaters
Part A: First- Year Transactions
Assets =
Cash
Accounts Receivable Inventory
$ 160,000
400,000
(420,000)
(80,000)
$
239,800
$
398,500
299,100
(299,100)
(213,360)
(41,000)
(34,200)
(23,200)

No. 1
No. 2
No. 3
No. 4
No. 5
No. 6
No. 7
No. 8
No. 9
No. 10
No. 11
No. 12
Balances $

47,340

$

99,400

$

239,800

Land

Building

$ 70,000

$ 350,000

Equipment

Liabilities +
Accounts Payable Note Payable
$

$

Interest Payable

400,000

80,000
$

239,800

(213,360)
(20,000)

$ 70,000

$ 350,000

$

80,000

$

26,440

$

380,000

$
$

6,650
6,650
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+
Interest Payable

$
$

No. 1
No. 2
No. 3
No. 4
No. 5
No. 6
No. 7
No. 8
No. 9
No. 10
No. 11
6,650 No. 12
6,650 Balances

Stockholder's Equity
Common stock Retained earning
$
160,000

Revenue

$

Interest Expense Other operating expenses Dividends

398,500

$

21,000
$

$

160,000 $

313,450 $

398,500 $

6,650
27,650 $

34,200
$

23,200

34,200 $

23,200
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Home Heaters
Trial Balance – Part A
Debits
Credits
Cash
$ 47,340
Accounts Receivable
99,400
Inventory
239,800
Land
70,000
Building
350,000
Equipment
80,000
Accounts Payable
$ 26,440
Note Payable
380,000
Interest Payable
6,650
Common Stock
160,000
Revenue
398,500
Interest Expense
27,650
Other Operating Expenses
34,200
Dividends
23,200
Total
$ 971,590 $ 971,590
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Home Heaters
Part B: Glenwood
Bad Debt Expense
$994
Allowance for Doubtful Accounts
Cost of Goods Sold
Inventory

$994

$177,000
$177,000

Depreciation Expense $19,000
Accumulated Depreciation-Building
Accumulated Depreciation-Equipment

$10,000
$9,000

Rent Expense $16,000
Cash $16,000
Tax Expense $30,914
Cash $30,914
See Appendix A for all calculations
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Part B: Glenwood
Trial Balance

Debits
Credits
Cash
$
426
Accounts Receivable
99,400
Inventory
62,800
Land
70,000
Building
350,000
Equipment
80,000
Accounts Payable
$
26,440
Allowance for Doubtful Accounts
994
Note Payable
380,000
Interest Payable
6,650
Common Stock
160,000
Revenue
398,500
Cost of Goods Sold
177,000
Interest Expense
27,650
Other Operating Expenses
34,200
Bad Debt Expense
994
Depreciation Expense
19,000
Accumulated Depreciation-Building
10,000
Accumulated Depreciation-Equipment
9,000
Rent Expense
16,000
Tax Expense
30,914
Dividends
23,200
Total
$ 991,584 $ 991,584
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Part B: Glenwood
Income Statement
Glenwood
Income Statement
For Year Ended December 31, 20X1

Revenue
Less:
Cost of Goods Sold
Interest Expense
Other Operating Expenses
Bad Debt Expense
Depreciation Expense
Rent Expense

$

398,500

$

123,656

$

92,742

$ 177,000
27,650
34,200
994
19,000
16,000
$ 274,844

Income Before Tax
Less:
Tax Expense
Net Income

$ 30,914

Statement of Retained Earnings
Glenwood
Retained Earnings
For Year Ended December 31, 20X1

Beginning Retained Earnings
Net Income
Less:
Dividends
Ending Retained Earnings

$

92,742

$ 23,200
$ 69,542
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Part B: Glenwood
Balance Sheet
Glenwood
Balance Sheet
December 31, 20X1

Assets
Current Assets

Liabilities
Current Liabilities
Cash
$
426
Accounts Receivable
99,400
Allowance for Doubtful Accounts
(994)
Inventory
62,800

Long-Term Assets
Land
Building
Equipment
Acc. Dep-Building
Acc. Dep-Equipment

Total Assets

$ 70,000
350,000
80,000
(10,000)
(9,000)

Accounts Payable $ 26,440
Interest Payable
6650
Long-Term Liabilities
$ 161,632
Notes Payable

$ 380,000

Total Liabilities

$ 413,090

Equity
Common Stock
$ 160,000
Retained Earnings
69,542
$ 481,000 Total Equity

$ 229,542

$ 642,632 Total Liabilities and Equity

$ 642,632
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Home Heaters
Part B: Eads
Bad Debt Expense
$4,970
Allowance for Doubtful Accounts
Cost of Goods Sold
Inventory

$4,970

$188,800
$188,800

Depreciation Expense $30,000
Accumulated Depreciation-Building
Accumulated Depreciation-Equipment
Leased Equipment
$92,000
Lease Payable
Lease Payable
$8,640
Interest Expense
$7,360
Cash
Depreciation Expense $11,500
Accumulated Depreciation

$10,000
$20,000

$92,000
$16,000
$11,500

Tax Expense $23,505
Cash $23,505
See Appendix B for all calculations
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Part B: Eads
Trial Balance
Debits
Credits
Cash
$
7,835
Accounts Receivable
99,400
Inventory
51,000
Land
70,000
Building
350,000
Leased Equipment
92,000
Equipment
80,000
Accounts Payable
$
26,440
Lease Payable
83,360
Allowance for Doubtful Accounts
4,970
Note Payable
380,000
Interest Payable
6,650
Common Stock
160,000
Revenue
398,500
Cost of Goods Sold
188,800
Interest Expense
35,010
Other Operating Expenses
34,200
Bad Debt Expense
4,970
Depreciation Expense
41,500
Accumulated Depreciation-Building
10,000
Accumulated Depreciation-Equipment
20,000
Accumulated Depreciation-Leased Equipment
11,500
Tax Expense
23,505
Dividends
23,200
Total
$ 1,101,420 $ 1,101,420
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Part B: Eads
Income Statement
Eads
Income Statement
For Year Ended December 31, 20X1

Revenue
Less:

$ 398,500
Cost of Goods Sold
Interest Expense
Other Operating Expenses
Bad Debt Expense
Depreciation Expense

$ 188,800
35,010
34,200
4,970
41,500
$ 304,480

Income Before Tax
Less:
Tax Expense
Net Income

$

$

94,020

$

70,515

23,505

Statement of Retained Earnings
Eads
Retained Earnings
For Year Ended December 31, 20X1

Beginning Retained Earnings
Net Income
Less:
Dividends
$ 23,200
Ending Retained Earnings

$

70,515

$ 47,315
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Part B: Eads
Balance Sheet
Eads
Balance Sheet
December 31, 20X1

Assets
Current Assets
Cash
Accounts Receivable
Allowance for Doubtful Accounts
Inventory
Long-Term Assets
Land
Building
Equipment
Leased Equipment
Acc. Dep-Building
Acc. Dep-Equipment
Acc. Dep-Leased Equipment

Total Assets

$

7,835
99,400
(4,970)
51,000

Liabilities
Current Liabilities
Accounts Payable
Interest Payable
Lease Payable
$ 153,265 Long-Term Liabilities
Notes Payable

$

70,000
350,000
80,000
92,000
(10,000)
(20,000)
(11,500)

$

26,440
6650
83360

$ 380,000

Total Liabilities

$ 496,450

Equity
Common Stock
Retained Earnings

$ 160,000
47,315

$ 550,500 Total Equity

$ 207,315

$ 703,765 Total Liabilities and Equity

$ 703,765
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Conclusion
Glenwood would be a safer company to invest in or lend money to, due to the fact
that they have higher retained earnings. With higher retained earnings, Glenwood is able
to invest more money back into the company and potentially help the company grow. As
Glenwood continues to operate, they should eventually increase dividends given out to
stockholders. Glenwood also has an acid-test ratio of three, meaning Glenwood has
enough current assets to cover the current liabilities three times.
Although Eads has more cash on hand, the company has an acid-test ratio of .92.
Since the ratio is less than one, the company does not have enough current assets to cover
the current liabilities. The companies had the same revenue, but Eads had higher
expenses, resulting in a lower net income and lower retained earnings.
It is recommended that Glenwood should work towards increasing the cash they
have on hand. They only have $426 in cash. Eads should work on increasing their
revenue to cover their higher expenses. Since they use the LIFO inventory method and
double declining balance method for their equipment, they have higher expenses.
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Appendix A-Glenwood Calculations-Part B
Allowance for Doubtful Accounts
(1 percent x $99,400 = $994)
Cost of Goods Sold-FIFO Method
160 Units
Units
Price
Total
40
$1,000
$40,000
60
1,100
66,000
20
1,150
23,000
40
1,200
48,000
160
$177,000 CGS
Depreciation Expense-Straight line depreciation
Building: ($350,000-50,000)/30 years = $10,000)
Equipment: ($80,000-8,000/8 years = $9,000)
Tax Expense
Total Income = Revenue-Interest Expense-Other operating expense-Bad debt expenseRent Expense-Depreciation Expense-Cost of goods sold
$123,656 = $398,500-27,650-34,200-994-16,000-19,000-177,000
$123,656 x 25 percent = $30,914
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Appendix B-Eads Calculations-Part B
Allowance for Doubtful Accounts
(5 percent x $99,400 = $4,970)
Cost of Goods Sold-LIFO Method
160 Units
Units
Price
Total
50
$1,100
$55,000
20
1,150
23,000
62
1,200
74,400
28
1,300
36,400
160
$188,800 CGS
Depreciation Expense-Straight line depreciation
Building: ($350,000-50,000)/30 years = $10,000)
Depreciation Expense-Double Declining Balance
Equipment: (100/8 years = 12.5 percent // 12.5 percent x 2 = 25 percent // $80,000 x 25
percent = $20,000)
Leased Equipment Depreciation-Straight-line Depreciation
Leased Equipment: ($92,000/8 years = $11,500)
Tax Expense
Total Income = Revenue-Interest Expense-Other operating expense-Bad debt expenseDepreciation expense-Cost of goods sold
$94,020 = $398,500-(27,650+7,360)-34,200-4,970-(30,000+11,500)-188,800
$94,020 x 25 percent = $23,505
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CASE STUDY 2: MOLSON COORS BREWING- PROFITABILITY AND EARNINGS
PERSISTENCE

24

Reflection
This case is about Molson Coors Brewing Company and their financial statements
up to 2013. This newer company is the result of a merger between Adolph Coors
Company and Molson Inc. in 2005. Molson Coors Brewing Company sells beer and other
malt beverages, as well as contracts other brewers and imports partner brands.
The purpose of this case was to analyze different aspects of different financial
statements for Molson Coors Brewing Company. Major classifications on the income
statement were analyzed along with the differences between net sales and sales, what
comprehensive income is, and differentiating operating expenses from non-operating
expenses.
Being able to analyze financial statements is an important skill to have as an
active participant on the economy. Understanding financial statements is imperative
when investing money and making decisions about the future. Financial statements are
used by internal and external parties, so it is important they are accurate and
understandable for the public.
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The major classifications on an income statement
The major classifications on the income statement for Molson Coors Brewing
Company include sales, cost of goods sold, operating expenses (interest expenses and
marketing, general and administrative expenses), special items, other revenues and gains,
and other expenses and losses, which results in net income.
Sales is the revenues that the company earned over the period. Specifically, for
Molson Coors, the company describes cost of goods sold as "the costs we incur to make
and ship beer." Molson Coors includes media advertising, tactical advertising, and
promotion costs in their marketing, general and administrative expenses. Additionally,
Molson Coors' interest expense comes from financing to fund their operations.

Why companies, under U.S. GAAP, are required to provide a “classified” income
statement
Companies are required to provide classified income statements under U.S.
GAAP to more fully disclose the information relating to the company’s operations to
both internal and external parties. By breaking the income statement down, it allows
individuals to understand specific aspects about the company’s activities by showing in
more depth and with more detail, where money goes or comes from. Having
classifications on the income statement allows companies to be more transparent in their
processes.

Why financial statement users might be interested in a measure of persistent income
Financial statement users would be interested in a measure of persistent income
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because it would help them make decisions regarding the future. Having an approximate
income that is relatively consistent, allows investors and other entities to make
predictions about the company's performance which may determine whether or not to
invest/lend to the company. Creating financial forecasting models based off of persistent
income allows companies to create goals based off expected future performance.

Comprehensive income and how it differs from net income
Comprehensive income is net income plus changes in equity from non-owner
sources, including unrealized gains/losses, pension adjustments, foreign currency
transactions, and fair value cost of investments. The main use of comprehensive income
is to account for the variety with fair value measurements, that are not a part of net
income. Comprehensive income is a separate category because financial statements need
to present income in a way that does not misrepresent the operations of the company.
On the other hand, net income is strictly revenues, expenses, gains, and losses.
Net income is the company's earnings remaining after expenses, showing how profitable
a company is over a period of time.

The difference between “sales” and “net sales” and why they are reported separately
Sales is the grand total of sales recorded during the period. Net sales is when a
company subtracts out allowances, discounts, and/or returns. In the case of Molson Coors
Brewing Company, they report net sales as the sale of beer and malt beverages minus
excise taxes. Molson Coors subtracts out excise taxes because the tax is collected from
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customers and submitted to the government and they do not include it in their sales as it
reduces sales.

What types of items Molson Coors includes under “Special items, net” and why it is a
separate line item
In the special items line item, Molson Coors included employee-related charges such
as costs from restructuring and special termination benefits. The company also included
impairments and asset abandonment charges, unusual and infrequent items, and
termination fees under special items.
Molson Coors classifies special items as operating expenses, however they should not
be classified as so. This is partly because the items that fall under the "special items"
category, are unusual events that would not exist without the main operations of Molson
Coors, which is selling beer and other malt beverages. Although Molson Coors classifies
these items under operating activities due to the fact that they are "not necessarily nonrecurring," Molson Coors does state that "these items are not indicative of our core
operations."

The difference between “Other income (expense), net” which is classified as a nonoperating expense, and “Special items, net” which is classified as an operating expense
Molson Coors has a separate "other income (expense)" category on the income
statement which includes gain on sale of non-operating assets and loss from other foreign
exchange and derivative activity. Molson Coors classifies "other income (expense)" as a
non-operating activity whereas they classify "special items" as an operating activity. The
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reason they include "special items" as an operating activity, is because most of the items
are reoccurring. "Other income (expense)" is categorized as non-operating because those
items are not part of normal business activities and are not likely to reoccur.

What the comprehensive amount is for 2013, how it compares to net income for 2013,
and the difference between the two amounts
The comprehensive income for Molson Coors Brewing for 2013 is 760.2 million,
compared to 567.3 million for net income in 2013. This nearly 200-million-dollar
difference is largely due to pension and other postretirement benefit adjustments,
ownership share of unconsolidated subsidiaries' other comprehensive income, and
amortization of net prior service cost. The items included on Molson Coors' statement of
comprehensive income are related because the items relate to things outside revenues and
expenses for the company's daily operations, the items are broader than just net income.

What Molson Coors’ effective tax rate is for 2013
The effective tax rate is the income tax expense divided by the pre-tax income.
The tax expense was calculated from the current and deferred provisions and the pre-tax
income was calculated from domestic and foreign income from continuing operations.
For Molson Coors, the income tax expense was 84 million divided by the pre-tax income
which was 654.5 million, which resulted in the effective tax rate of 12.83 percent
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CASE 3: PEARSON PLC- ACCOUNTS RECEIVABLE

30

Reflection
This case is about Pearson, a publishing company headquartered in London,
England. Pearson specializes in education for a variety of organizations. A challenge with
this case was that since Pearson is headquarter in England, there were some terminology
differences. These differences are clarified throughout the analysis.
The purpose of this case was to analyze accounts receivables and what effects this
particular account, including contra accounts. Allowance for doubtful accounts and
allowance for sales returns were the focus of this case, along with different ways to
estimate these accounts.
Understanding accounts receivables is important, as it represents what the
company expects to receive in exchange for goods or services sold. By analyzing the
accounts relating to bad and doubtful debts, companies are able to determine which
customers are not paying back their debt. By analyzing the accounts relating to sales
returns, companies are able to determine if a product line is defective. These accounts
break down the main line items by providing more detail about them.
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Accounts Receivable and other names
An account receivable is an asset account that shows how much money a
company expects to receive from its customers. A company usually increases its account
receivables when it sells a good or service. Account Receivables is also referred to as
trade receivables. These receivable accounts are usually collected within a short period of
time.

The differences between accounts receivable and notes receivable
Accounts receivable is usually a verbal agreement to pay back the company
within 30 to 60 days. On the other hand, note receivables is usually a written agreement
where the customer is expected to pay back the company on a certain date. Unlike
account receivables, note receivables can also be a long-term account.

Contra Accounts and their elements
A contra account decreases an element on the balance sheet. The two contra
accounts associated with Pearson's trade (account) receivables are "provisions for bad and
doubtful accounts" and "provisions for sales returns." For purposes of this company
analysis, the US GAAP terminology will be used. Therefore, the "provisions for bad and
doubtful accounts" will be referred to as allowance for doubtful accounts, and the
"provisions for sales returns" will be referred to as allowance for sales returns and
allowances.
The allowance for doubtful accounts is created to cover those people who will not
pay what they owe. The accounts are deemed uncollectable if they company will not
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receive the money for a good or service previously sold. The allowance for doubtful
accounts is a contra asset to accounts receivables.
The allowance for sales returns and allowances is created to account for product
returns if the product is defective or if there was a mistake. The allowance for sales
returns and allowance also includes returns if a customer is dissatisfied with the item they
received. The allowance for sales returns and allowances is a contra asset to account
receivables.
Both of these contra accounts are estimated accounts. Managers may take
historical trends into consideration when deciding how to estimate these items. Managers
would need to look at past years to see if these allowance accounts were under or
overestimated and adjust for the current year.

Using the percentage-of-sales procedure and the aging-of-accounts procedure to estimate
uncollectable accounts
The percentage-of-sales procedure is when the company estimates the amount that
will be deemed uncollectable, by assuming a certain percent of the account will not be
received. When using this approach, a flat percentage is used, and the current account
receivable balance must be known.
The aging-of-accounts procedure is when the company uses graduating
percentages to represent how much of account receivables will be uncollectable, based on
how long the debt has been outstanding. To implement this method, managers must know
how long each individual account has been outstanding. This method requires much more
detail about the overall accounts receivables.
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The aging-of-accounts procedure is a more accurate estimate of net accounts
receivable because it takes into account how long each account has been outstanding.
This method takes into account each individual customer and how long their debt has
been unpaid. Due to the amount of detail, individualization, and analysis that goes into
applying this method, it is a more accurate way to estimate net accounts receivables.

Risks associated with extending credit
Companies continue to make sales with the risk that someone may not be able to
pay. The reason companies do this, is that they must continue to make sales to stay in
business, with the hope that the majority of the sales will be paid. A customer may not
pay off their debt if they file bankruptcy, face a disaster, or close operations altogether.
Companies must not live in fear that no one will repay their debts, as companies must
take risks to stay in business. It is important for managers to check the customer's history
with the company because if a particular company has a record of not paying off their
debts, then a company may want to stop extending credit to the company in question.
Companies must set realistic expectations about what they do and do not expect to
receive.

Allowance for doubtful accounts: T-chart, journal entries, and analysis

Allowance for Doubtful Accounts (in millions)
(Utilised) 20 (Beginning) 72
(Exchange Differences) 5 (Acquisition) 3
(Income Stmt Movements) 26
(End) 76
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The

72 million is the ending balance for the allowance for doubtful accounts

from 2008, so it is the beginning balance for 2009. The

3 million comes from the

company that Pearson acquired during the year. The final credit of
from the bad and doubtful account expense. The debit of
write-off for accounts receivables, and the debit of

26 million, comes

20 million was used as a

5 million was lost through

conversion rates.

The journal entries for the income statement movements and utilized amounts are as
follows:
Allowance for Doubtful Accounts

20 million

Accounts Receivables

20 million

Where both the Allowance for Doubtful Accounts and Accounts Receivables are balance
sheet elements.
Bad Debt Expense

26 million

Allowance for Doubtful Accounts

26 million

Where Bad Debt Expense is an income statement element and Allowance for Doubtful
Accounts is a balance sheet component.
The bad and doubtful debt expense is located on the income statement within the
operating expenses section.
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Allowance for sales returns: T-chart, journal entries, and analysis

Allowance for Sales Returns (in millions)
(Beginning) 372
(Estimated) 425
(Actual) 443
(End) 354

The

372 million is the ending balance for the allowance for sales returns from

2008, so it is the beginning balance for 2009. The
amount that Pearson thought would be returned, but
returned, resulting in the ending balance of

425 million was the estimated
443 was the actual amount

354.

The journal entries for the estimated and actual allowance for sales return amounts are as
follows:
Sales Returns & Allowances

425 million

Allowance for Sales Returns

425 million

Where the Sales Returns and Allowances is a contra revenue account and shows up on
the income statement and the Allowance for Sales Returns is a contra asset account for
accounts receivables and shows up on the balance sheet.

Allowance for Sales Returns
Accounts Receivables

443 million
443 million
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Where Allowance for Sales Returns is a contra asset account for accounts receivables and
shows up on the balance sheet along with Accounts Receivables.
The Sales Returns and Allowances account is located on the income statement
within the revenue section. That is because this account is a contra revenue and therefore
subtracted from sales.

Gross accounts (trade) receivables: T-chart and journal entries

Gross Accounts (Trade) Receivables (in millions)
(Beginning) 1474
(Gross Sales) 5624 (Utilised for Doubtful Accounts) 20
(Actual Sales Returns) 443
(Cash Collections)* 5216
(End) 1419
*calcualted item

Accounts Receivables
Sales Revenues
Cash

5624 million
5624 million

5216 million
Accounts Receivables

5216 million
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CASE 4: PROBLEM P4-3B- INTERMEDIATE ACCOUNTING 16TH EDITION
WILEY TEXTBOOK
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This purpose of this case was to work out and explain a challenging problem to the
reader. This is problem 4-3B from the Intermediate Accounting 16th Edition Wiley
textbook.

The first part of this problem is to create the multi-step income statement, and the
last part is to calculate the earnings per share. It begins with analyzing the additional
information given in the problem.
Part 1 states that there was uninsured hurricane loss for $130,000. This amount
will go under the “other expenses and losses” classification.
Part 2 says that there was an error when calculating the depreciation of equipment
purchased in 2015. The bookkeeper incorrectly used a 7 year useful life instead of a 10
year useful life, which resulted in depreciation expense to be overstated when it was
recorded for 2015 and 2016. Since the income statement is being prepared for 2017, the
correct amount will be used for this year. On the income statement, the depreciation
expense will be reported as the error amount, $8,000, minus the corrected amount,
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$5,000. The depreciation amount is calculated by taking the worth of the equipment less
the salvage value and dividing that by the useful life of the equipment. Originally, the
deprecation amount was calculated to be $8,000 however, the correct amount should have
been $5,600 per year. The corrected amount of $5,000 is calculated by taking the new
book value after two years, $56,000 less two years of depreciation, $16,000 which results
in an amount of $40,000, and dividing that by the number of years remaining in the
equipment’s useful life which is 8. That results in a new depreciation amount of $5,000
for each year. The old depreciation amount less the corrected amount results in a $3,000
addition for 2017.
Part 3 states that there was a gain of $40,000 (pretax) on sale of securities held by
the company. This is added under the “other gains and revenues” classification.
Part 4 reports that their was $500,000 realized from an insurance policy after the
chairman of the board died. It was carried on the books at a value of $410,000, which
means there was a gain of $90,000 that will be reported as a “other gains and revenues”.
This $90,000 is a nontaxable item.
Part 5 states that the corporation disposed of its consumer division at a loss of
$210,000 before taxes. This will be reported under the discontinued operations category
as a loss of $147,000. This is calculated by taking the original loss and adding back in the
tax, which is calculated as $210,000 x .30, where 30% is the tax rate given in the
problem. So -$210,000 + $63,000 results in an amount of $147,000 from discontinued
operations.
Part 6 reports that there was a change in inventory methods from using the
average cost method to the FIFO method. The effect of this, increased 2015 income by
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$86,000 and increased 2016 income by $43,000, both before tax. The correct method was
used in the calculation of inventory for 2017. Change in inventory is a situation that does
not affect the income statement, but rather shows up as an adjustment to retained
earnings, thus this will not be represented on the adjusted income statement.
The previous adjustments (not including part 6) are shown on the adjusted income
statement below.
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Vanpop Inc
Income Statement
FYE 12/31/17
Income from continuing operations before taxes…………………………………$463,000
Other revenues and gains
Gain on sale of securities……….………..………...$40,000
Gain from insurance policy………………………..$90,000
Error from depreciation…………………………..…$8,000
Less: Corrected depreciation……………....($5,000)
Total depreciation gain from error.…$3,000
Total other revenue and gains……………..……………..……………..………$133,000
Other expenses and losses
Hurricane loss……………..$130,000
Total other expenses and losses……………..……………..……….………..…($130,000)
Adjusted income from continuing operations before taxes……………..………..$466,000
Less: income
tax*……………..……….…………..……………..……………..……………..($112,800)
Income from continuing operations……………..……………..……………..…..$353,200
Discontinued operations
Loss from disposal of consumer division…$210,000
Less: income tax……………..…….……..($63,000)
Loss from discontinued operations……………..………………($147,000)
Net income……………..……………..……..………………..………..…………$206,200
*income tax calculated as income from continuing operations before tax, $466,000, less
the nontaxable gain from the insurance policy, $90,000 times the tax rate of 30%.
($466,000-$90,000 = $376,000 x 30% = $112,800)
Earnings per share:
Income from continuing operations / weighted average shares outstanding**……....$1.77
Discontinued operations / weighted average shares outstanding……………..…...…($.74)
Net income / weighted average shares outstanding……………..……………………$1.03
**200,000 shares outstanding and no preferred stock
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CASE 5: PALFINGER AG- PROPERTY, PLANT, & EQUIPMENT
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Reflection
This case is about Palfinger, a manufacturing company headquartered in
Bergheim, Austria. Palfinger produces items such as knuckle boom cranes, timber cranes,
aerial work platforms, and transportable forklifts. Palfinger’s products are used
worldwide in many industries including construction, transportation, and agriculture and
forestry. This case was primarily about the property, plant, and equipment (PPE) of
Palfinger.
The purpose of this case was to analyze the PPE of Palfinger, including the
different things that affect it, such as depreciation expense, and the different categories
within PPE, such as prepayments and assets under construction.
Property, plant, and equipment is a long-term asset that includes tangible items a
company will use for multiple years. PPE can encompass a large portion of a company’s
assets. It is important to understand the PPE account, especially for a company such as
Palfinger who has a lot invested in PPE.
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Types of property and equipment Palfinger has
Palfinger manufactures construction equipment as well as other large equipment
used in manufacturing. Palfinger's property would include the warehouses where they
build and store their products. Some of their equipment might include cranes, forklifts,
and trucks for manufacturing and transporting their products. Palfinger's equipment may
also include a mix of products they have manufactured themselves, to further help them
produce more large equipment that will be available for sale.

What €149,990,000 for property, plant, and equipment (PPE) in 2007 represents on the
balance sheet
The balance sheet shows €149,990,000 for property, plant, and equipment in
2007. This number represents all of the items that Palfinger includes as PPE, less the
depreciation expense. PPE includes items that the company is expected to hold for a long
period of time, and it is categorized as a long-term asset on the balance sheet.

Types of equipment Palfinger reports in the notes to financial statements
In the notes to the financial statements, Palfinger reports equipment as "plant and
machinery,” as well as, "fixtures, fittings, and equipment." This includes the machinery
that Palfinger uses to manufacture the heavy equipment, as well as the other parts that go
into these large products.

What “prepayments and assets under construction” means, why it does not include
accumulated depreciation, and the reclassification of €14,958,000
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"Prepayments and assets under construction" is a sub account that goes under the
name of "self-constructed assets" in the United States. This account represents the items
being built by the company that may also be used by the company. There is no
depreciation, as this account represents items that are still under construction and have
not yet been put into use. The reclassification of €14,958,000 represents items that have
been completed and moved out of this account. In some instances, it is cheaper for
Palfinger to build their equipment rather than purchase it from another company, which is
represented by this account. These items will accumulate depreciation once they are
completed and available for use by Palfinger.

How Palfinger depreciates its property and equipment and the trade-offs of using this
method
Palfinger uses the straight-line depreciation method when calculating depreciation
expense for its PPE. This is a reasonable technique for Palfinger as straight-line
depreciation is often used with items with longer lives and items such as machinery, that
will have the same economic benefit spread evenly over its useful life. In contrast, double
declining balance is often used with items that lose their value early on, for example,
technology. Straight-line depreciation is easier to use, however, the double declining
balance method tends to me more accurate.

How Palfinger treats renovations and value-enhancing modifications and the alternative
accounting treatment for this
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Palfinger treats renovations and value-enhancing modifications by capitalizing
them and then depreciating them over the new or original useful life. This results in the
cost being reported over multiple periods. The alternative to this method, is to expense
the cost of the modifications during the period in which they occurred. By depreciating
the modifications over multiple periods, it spreads out the financial impact of the
renovations rather than having a large amount of money be expensed in one period.

Analyze the activity in the “property, plant, and equipment” and the “accumulated
depreciation and impairment” accounts for 2007
The amount of purchases of new PPE in 2007 is €38,424,000. This amount comes
from the amount of additions in land and buildings, plant and machinery, and other plant,
fixtures, fittings, and equipment. The amount of government grants for purchases of new
property in 2007 was €733,000. Government grants are not expected to be repaid and
provide some sort of financial support. These grants are shown as "reductions of the
acquisition and/or manufacturing costs.” The grants are deducted from the PPE account
because they are matching the grant with the costs and the asset's carrying amount. The
depreciation expense for fiscal 2007 is €2,557,000. The net book value of PPE disposed
of in fiscal 2007 was €1,501,000. This is calculated by taking the total of disposals at
acquisition cost (€13,799,000) and subtracting the depreciation for disposals
(€12,298,000).

The gain or loss that Palfinger incurred in selling PPE for €1,655,000
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Palfinger sold some of their PPE for €1,655,00. Due to the net book value being
€1,501,000, there was a €154,000 gain as a result of that sale. This gain is a result of
Palfinger receiving an excess over the net book value. This gain will increase net income.

Table showing the depreciation expense and net book value of the new equipment added
during fiscal 2007, using both the straight-line depreciation method and the double
declining balance method (in € thousands)

Gross Book Value
Depreciation Expense-2007
Net Book Value- End of 2007
Depreciation Expense-2008
Net Book Value-End of 2008
Depreciation Expense-2009
Net Book Value-End of 2009
Depreciation Expense-2010
Net Book Value- End of 2010
Depreciation Expense-2011
Net Book Value-End of 2011

Straight-line
depreciation
€ 10,673
1,880
8,793
1,880
6,913
1,880
5,033
1,880
3,153
1,880
€ 1,273

Double-decliningbalance
depreciation
€ 10,673
3,760
6,913
2,435
4,478
1,577
2,901
1,022
1,879
606
€ 1,273

Straight Line Depreciation = (Purchase Price of Asset - Approximate Salvage Value) ÷
Estimated Useful Life of Asset
€10,673-1,273 = 9,400 / 5 years = €1,880
Double Declining Balance = 2 x straight-line depreciation percent x book value at
beginning of period
€1,880/10,673 = .1761
2 x 17.61% x book value at beginning of period
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Gain of loss from the sale of this equipment for €7,500,000 on the first day of 2008 under
both methods
Assuming the company used straight-line depreciation, Palfinger would have
reported a €1,293,000 loss. This is due to the selling price being less than the net book
value of €8,793,000. This loss will reduce net income.
Assuming Palfinger used double declining balance depreciation, they would have
reported a €587,000 gain. This is because the selling price was above the reported net
book value of €6,913,000. This gain will increase net income. However, this gain does
not quite cover the depreciation expense for the first year.
The earnings before interest and taxes (EBIT) under straight-line depreciation
would be €98,345,000, the original EBIT of €99,638,000 less the loss from the sale of the
equipment. The EBIT under double declining balance depreciation would be
€100,225,000. This is calculated by adding the gain to the original EBIT amount. Under
both situations, tax would be deducted from the EBIT amount before becoming net
income.
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CASE 6: VOLVO GROUP- RESEARCH & DEVELOPMENT COSTS
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Reflection
This case is about Volvo Group, which is a company that manufactures vehicles
including buses and trucks, as well as aircraft engine components. Volvo Group is
headquartered in Torslanda, Sweden and employs over 90,000 people. Volvo Group has
to put a lot of time and money into research and development costs to stay ahead of their
competitors. This case was primarily about Volvo’s research and development (R&D)
costs and how they are accounted for.
The purpose of this case was to analyze Volvo’s R&D expenditures and whether
to capitalize or expense the costs. The case also goes into the amortization of intangible
costs such as R&D, as well as the International Accounting Standard (IAS) 38 which
covers intangible assets and how to account for them.
It is important to understand differences in accounting standards between US
GAAP and IFRS as new advances are allowing companies to be more global than ever
before. As companies do business in several countries, it is imperative that close attention
is paid to the different accounting standards used. This case was beneficial in drawing
attention to the difference in the way “development” is accounted for under both
standards.
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Types of costs included in R&D
Volvo includes costs in R&D relating to reducing environmental impact and how
to conform to different environmental regulations. This might include how to reduce
carbon emissions as well as how some of their vehicles can be more fuel efficient. This
expense also includes R&D for new products, which might include new commercial
vehicles, expanding upon current models, or even doing more with aircraft components.

The factors Volvo considers when deciding which R&D costs to capitalize or expense
R&D is considered an intangible asset, meaning that it is not a physical item and
therefore may be difficult to trace and measure. According to IAS 38, R&D can be either
expensed or capitalized based on recognition. If an item is unable to be recognized as
either part of the research phase or the development phase, it must just be treated as an
expense in the research phase. In addition, anything that can be distinguished as part of
the research phase, must be recognized as an expense when it is incurred. On the other
hand, an entity can be capitalized if it is distinguished as part of the development phase
and meets all the criteria. Some of the criteria include that the intangible asset will be
able to be completed for sale or use. In addition, if a development cost is able to generate
and measure future economic benefits, it can be capitalized.

Factors Volvo considers when determining amortization periods for particular costs
When determining the amortization period for product and software development,
Volvo might consider the useful the life of the development. If it is a long-term project,
Volvo might amortize the development for 8 years, however, if the development is more
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of a short-term matter, Volvo might amortize it for only 3 years. One thing Volvo might
consider, is how much research is occurring within their company that might make the
current development obsolete. With the increase of technology in recent years, new
breakthroughs are becoming “a thing of the past" even faster. Technology has forced new
ideas and developments to evolve constantly. This may lead to some amortization periods
being shorter than they have in the past.

Does IFRS or US GAAP better reflect costs and benefits of periodic R&D spending
IFRS provides the better accounting principle for periodic R&D spending. Part of
this is due to the fact that development can be capitalized under IFRS. This is more
beneficial to companies because many times, developments last longer than just one
period. Developments can also be expanded upon with more research, therefore
developments should be capitalized and amortized for multiple periods in which the
development is useful.

The amount of capitalized product and software development costs at the end of fiscal
2009 with T-account
Volvo recorded 11,409 (millions of Swedish Krona) of product and software
development costs in fiscal 2009. This is a result of the total value of product and
software development in the balance sheet during 2009 of 25,248, less the total value of
accumulated depreciation and amortization in the balance sheet during 2009 of 13,739.
This cost will show up in the intangible assets line item on the balance sheet.
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Product and Software Development (in millions of Swedish Krona)
Beginning Balance 12,381
Amortization for period 3,126
Amount capitalized 2,601
Other 448
Ending Balance 11,409
Table of Volvo’s Product and software develop intangible asset
(in SEK millions)
1) Product and software development
costs capitalized during the year
2) Total R&D expense on the income
statement
3) Amortization of previously capitalized
costs (included in R&D expense)
4) Total R&D costs incurred during the
year = 1+ 2 - 3

2007
2,057

2008
2,150

2009
2,602

11,059

14,348

13,193

2,357

2,864

3,126

10,759

13,634

12,669

The proportion of Total R&D costs capitalized in each of the three years
2007:

!,#$%
'#,%$(

= .191188772 = 19.12%

!,'$#

2008: '1,213 = .157694 = 15.77%
!,2#!

2009: '!,22( = .205383219 = 20.54%

Table of Volvo’s net sales and total assets
(in SEK millions)
Net sales, industrial
operations
Total assets, from balance
sheet

2007
285,405

2008
303,667

2009
218,361

321,647

372,419

332,265
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Proportion of total research and development costs incurred to net sales from operations
for both Volvo Group and Navistar
Navistar International Corporation Proportion of Total R&D costs incurred to net sales:
2007:

1%$
'',('#

= .031486146 = 3.15%

193

2008: '3,1(( = .026668519 = 2.67%
311

2009: '',1## = .038318584 = 3.83%
Volvo Group Proportion of Total R&D costs incurred to net sales:
2007:

'#,%$(
!9$,3#$

= .037697307 = 3.77%

'1,213

2008: 1#1,22% = .044897865 = 4.49%
'!,22(

2009: !'9,12' = .058018602 = 5.80%
The proportion of total R&D costs incurred to net sales is larger for Volvo Group
than it is for Navistar International Corporation. This shows that Volvo spends more
money on R&D with relation to their net sales, compared to their competitor. This could
be an indicator that Volvo is trying to set themselves apart from other companies in their
industry by coming up with new innovations in transportation.
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CASE 7: DATA ANALYTICS- PYTHON
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Reflection
This case is about data analytics and specifically Python, a programming
language. Python is a programming language that is the basis for many other applications
and systems. Although Python has been around for a while, it is one of the easier
programming languages to learn, so it is still very relevant today.
The purpose of this case was to learn about a data analytics tool, in this case
Python, and discover the history, purpose, and skills behind it. In addition, this case
explored different scenarios in audit, tax planning, and financial statement
analysis/advisory, where Python would be useful as a data analytics tool.
Data analytics is becoming increasingly important in today’s society as computers
are able to produce lots of data, but humans need to be able to understand all that data.
Data analytics tools are able to help with that by showing certain portions of the large
amounts of data that are relevant to the situation. This case explored the use of data
analytics in different accounting scenarios.
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The history and purpose of Python and how it is used to make business decisions. How
Python is used to make business decisions.
Python was created in the late 1980s by Guido van Rossum as a better alternative
to ABC. The first version, Python 1.0, was published in 1991 and further updated to
Python 2.0 in 2000. Today, Python 3.0 is used which was released back in 2008. The
latest version is 3.6.3 and was released on October 3, 2017. The purpose of Python is that
it is an open-source programming language that can integrate with other systems. Python
can be used for everything from designing websites and software to computing large
amounts of data. Python can be customized to be used however the company may need.
Specifically, Python can be combined with other systems to analyze large amounts of
data and produce lists or graphical data models. Python can be used on nearly every
operating system including Windows and Mac OS X. Lately, Python has already been
included on computers at time of purchase.

Special skills needed to use Python
To use Python, one needs to have basic programming skills. There are lots of free
online tutorials, modules and introductory books to assist in learning how to use Python.
Many people just practice using trial and error until the program does what they want it to
do. At the University of Mississippi, students can take MIS 609-E-Commerce and
Internet Programming, to learn the language of Python. Python is the building block
language for many other programs, as well as the easiest to learn, so it is important to
know the basics before moving on to other systems.
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Scenarios where Python would lead to more efficiency and/or better effectiveness
Auditing
Python could be used in audit to help compare past financial statements to help come
up with a more accurate estimate for current financial statements. For example, Python
could be programmed to look at past accounts receivables and bad debt expenses and
compare that to those estimates at that time, to come up with a better estimate of
allowance for doubtful accounts for the current period.
Python could also be programmed to run a general auditing analysis to highlight any
problem areas in a company’s financial statements. By brining attention to any outliers, it
can allow the audit to be more efficient and therefore save money. Python’s analysis can
give the auditing company a place to start when examining problem areas. After
AstraZeneca, a large pharmaceutical company, implemented Python, they mentioned that
it “help[ed] us find problem spots and prevent[ed] us from letting silent errors into our
data” (Boyer). This is a critical factor that would greatly benefit an audit.
Finally, Python could be used in audit to facilitate better communication between
team members. Python can be programmed to combine data and integrate multiple users
on one project. By allowing multiple people to work on the same project, it can help cut
down on the redundancy of information and ease communication between auditors. This
would result in a more effective use of people’s time as they are able to all see the same
information, but still work on their respective portion.
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Tax Planning
Python could be used in the tax industry when accountants are trying to run different
scenarios relating to how much in taxes a company will have to pay. For example, Python
could be programmed to run the company’s data against tax percentages for different
countries. This could be used to best identify in which countries the company should
move facilities and production to. This is becoming increasingly important as companies
are becoming more global.
Python could also be used to compare data from all departments in a global company
to help provide accountants with the information that can be used to make business tax
decisions. This can happen particularly in relation to mergers and how a company should
be structured in order to reduce their taxes. By compiling information from several
departments using Python, it would assist tax accountants during the merger. Python
could be used to show different scenarios to decide the best possible way to structure the
new company to save the most money.
Python could be used by tax accountants to estimate tax refunds and obligations. By
programming Python to run a basic estimate, it can be used as a predictive value before
the tax refund process begins and can then be used as a double check once the process is
complete. This allows there to be another control during a tax project. Having controls
throughout the process are imperative to having and accurate and efficient tax report.

Financial Statement Analysis/Valuation/Advisory
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One scenario in which Python might assist with Financial Statement Analysis and
Valuation is that Python can be used as a “document-management system.” There was a
success story on Python’s website where the University of St. Andrews in Scotland used
Python with their student record system to pull student data from documents. This can be
applied when companies need to pull particular information from large quantities of
documents. For example, if a company needs to figure out all purchases made by
company XYZ, then Python could be programmed to run with their current system and
pull all of that data from their stored documents.
Python could be used in advisory for making data models to show different types of
business processes. Python can pull certain data to create a digital representation of a
particular business process. For example, Python could pull data about budgets for
different departments and create a digital model to display that information. A company
that has previously implemented Python stated that “Python enabled us to create a
sophisticated dynamic data model that is flexible and easy to use” (Python).
Python could also be used in advisory to assist with customer relationship
management (CRM). With that, Python could be programed to evaluate current and
potential clients. By allowing Python to assist with CRM, it will allow us to compare the
aspects of past customers and returning clients to see which qualities of the service
provided are consistent with the returning clients. As the companies continue to grow
globally, it is important that our company is able to attract and maintain these clients to
continue to grow.

Why your team should invest in the acquisition and training of Python
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My team should invest in Python as it is the basic programming language for a
multitude of systems. By learning Python, we can further understand the basis of the
majority of systems that our clients while be using. Python runs in tandem to other
programs as it is a very compatible programming language. Python is a simple, opensource language, so it is constantly being updated. The opportunities that Python offers
are ultimately limitless.
By implementing Python, our company would need to invest in the training of current
interns to learn the basics of Python as a programming language. Our company could hire
accounting interns and then train them to understand Python, as accounting students
would be able to use the data Python shows in an effective way. Python would not
necessarily replace jobs, as it only does a basic examination of data and still needs human
brain power to analyze the data and make the decisions.
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CASE 8: RITE AID CORPORATION- LONG-TERM DEBT
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Reflection
This case was about Rite Aid, a large retail pharmacy company based in the
United States. The majority of Rite Aid's sales come from filling prescriptions, and the
remainder comes from selling beauty products, food, and processing photos. Included in
this case were consolidated financial statements for Rite Aid Corporation for year ended
February 27, 2010.
The purpose of this case was to analyze Rite Aid’s long-term debt. This case
explores the different types of debt including secured debt, guaranteed unsecured debt,
and unsecured unguaranteed debt. The case also delved into interest expense and
amortization of discounts, and the journal entries that go with those concepts. This case
also allowed work with excel, which is extremely important since many accounting
interns work a lot with excel on the job. As technology continues to develop, it is
important we are able to know how to use it to make our tasks easier, such as finding the
effective interest rate in this case.
It is important to understand how long-term debt works, as a majority of
companies have some sort of debt. Long-term debt is usually a very large portion of the
liability for a company. Being able to understand how much interest is tied to debt is also
important when considering whether or not to take out more debt, as paying interest can
really cost a lot.
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The difference between Rite Aid’s secured and unsecured debt
Secured debt is backed by an asset that the company puts up. If the borrower
defaults on this loan, the asset can be used to repay the lender. On the other hand,
unsecured debt is when the company does not put up anything as collateral for the loan,
so if the company goes bankrupt, the creditor is not guaranteed to receive anything and
the creditor may have to file a lawsuit to collect what they are indebted.
One reason Rite Aid might distinguish between the two types of debt is to show
current and potential creditors how much of their debt is backed by the company's assets.
For example, if a company has a lot of secured debt like Rite Aid does, it shows the
creditors that Rite Aid is a strong enough company to back their debt by their assets. It is
also important for preferred stockholders to see the types of debt and know how much of
the company's assets would be used to repay secured debt before it would be dispersed
amongst stockholders, should the company fail or go bankrupt.

What it means for debt to be “guaranteed” and who has provided the guarantee for Rite
Aid’s unsecured debt
Guaranteed debt means that some other entity has agreed to fulfill the debt
obligations, should the borrower not be able to. This adds another layer of security for the
lender because they have an alternative way to receive their funds.
Rite Aid's unsecured debt is guaranteed by their wholly-owned subsidiaries. This
means that different companies that Rite Aid controls, guarantee Rite Aid's debt. This is
important to note as the debt is still guaranteed by a part of the overall company. This is a
way for Rite Aid to maintain responsibility for all debt they undertake.
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What it means by the terms “senior,” “fixed-rate,” and “convertible”
A senior loan is one in which if there is a case of bankruptcy, the lender of a
senior loan is the first entity to be repaid before any other creditors or stockholders. Most
of the time, senior loans are also secured loans, which helps to combat some of the risk
since senior loans are typically for businesses with a low credit rating.
A fixed rate loan is one in which the interest rate remains the same for the entirety
of the loan. An advantage of having a fixed rate is that it is predictable how much interest
will be for the life of the loan. There will not be a surprise, should the interest rate
increase. A disadvantage of this is that if interest rates go down, the lender will be paying
more than the market rate. To combat this, many times companies will call back their
loans to pay off the debt at the lower interest rate.
A convertible bond is one that can be converted to a company's equity at a
specified ratio. A company may do this to reduce the negative publicity associated with
issuing more stock. This allows the company to issue more debt that can then be
transformed into the company's equity later on.

Why Rite Aid has many different types of debt with a range of interest rates
One reason Rite Aid may have a variety of different types of debt is that by
having a variety, they can spread out their debt over multiple entities and not have
everything riding on one type of loan or with one particular creditor. Additionally, Rite
Aid may only be able to get certain types of loans depending on their credit and debt
obligations. For example, a financial institution may not want to lend Rite Aid an
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unsecured loan once they see how much other debt Rite Aid has, so they may require Rite
Aid to put something up as collateral for a secured loan.
In addition, Rite Aid has long term debt with ranges of interest rates because
interest rates are constantly changing. For example, the LIBOR rate for February 5, 2018
was 2.29% and one year ago it was 1.74%. This show how much the LIBOR interest rate
can change in just one year (http://www.macrotrends.net/2515/1-year-libor-ratehistorical-chart).

How much total debt Rite Aid bears, including how much of that debt is due within the
coming fiscal year
For Rite Aid, their total debt includes long-term debt, including current maturities
of long-term debt, as well as lease financing obligations. At February 27, 2010, the total
debt Rite Aid has is $6,370,899 (thousands). This number is shown in footnote 11 after
the types of debt are listed. It can also be calculated as follows:
Current maturities of long-term debt and leasing obligations $51,502
Long-term debt, less current maturities

$6,185,633

Lease financing obligations, less current maturities

$133,764

Total Debt

$6,370,899 (in thousands)

Considering the 7.5% senior secured notes due March 2017:
The face value of these notes
The face value of these notes is $500,000 (in thousands). We know this because
there is no unamortized discount or premium, and the value of the debt is the same for
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each year shown. This means that the notes were sold at par, or that the coupon rate
equaled the current yield rate.

The journal entry at the date of issuance
Cash

500,000
Note Payable

500,000

This entry increases assets and also increases liabilities, specifically the long-term
liability account.
The journal entry at the date of annual interest expense
Interest Expense

37,500

Cash

37,500

This entry decreases assets, increases expenses, and decreases equity. The interest
expense is calculated by multiplying the principal amount (500,000) times the interest
rate (7.5%) times the time (12/12 for one year) which results in an interest expense of
37,000.
The journal entry at the date of maturity
Note Payable 500,000
Cash

500,000

This entry decreases assets, and decreases liabilities. This entry “cancels out” the
original debt entry.

Considering the 9.375% senior notes due December 2015:
The face value of these notes and the carrying value at February 27, 2010
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The face value of these notes is 410,000 as stated in the note description, and the
carrying value on February 27, 2010 is 405,951. These amounts differ because the note
was originally sold at a discount, and there is unamortized discount connected to the
notes. When a note is sold at a discount, the coupon rate is lower than the market rate.
The interest Rite Aid paid on these notes during fiscal 2009
Rite Aid paid 38,438 in interest on these notes during fiscal 2009. This is
calculated by multiplying the principal (410,000) times the rate (9.375%) times the time
(12/12 since the interest is paid annually) which results in an interest cash payment of
38,438. The total amount in interest expense recorded by Rite Aid on these notes for year
ended February 27, 2010
The total amount in interest expense recorded by Rite Aid on these notes for year
ended February 27, 2010 is 39,143. This is calculated by taking the interest paid, 38,438,
as calculated in the previous problem, plus the discount amortized on notes payable for
the period. In this instance, the discount amortized is 705, which can be calculated by
finding the difference between the unamortized amounts at the beginning of 2010 and
2009, which is 4,049 and 4,754 respectively.
The journal entry to record interest expense for fiscal 2009
Interest Expense 39, 143
Discount on Notes Payable

705

Cash

38,438

This entry decreases assets, increases expenses which decreases equity, and
decreases the contra liability account. The discount amortized on notes payable is also
705 because Rite Aid uses the straight-line method to amortize the discount.
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The total rate of interest recorded for fiscal 2009
The total rate of interest recorded for fiscal 2009 is 9.659%. This is the effective
interest rate, and is calculated by dividing the interest expense (39,143) by the beginning
of year value of the note (405,246), which gives an effective interest rate of .096590713
or 9.659%.

Considering the 9.75% notes due June 2016 (assuming these notes were issued on June
30, 2009):
The journal entry to record the issuance of the notes
Cash

402,620

Discount on Notes Payable

7,380

Notes Payable

410,000

This entry increases assets, increases a contra liability account, and increases
liabilities. In footnote 11, Rite Aid explains that this particular note was issued a 98.2%
of par. Using this information, the cash proceeds can be calculated by multiplying the par
value (410,000) times .982 to get 402,620. The note payable amount is always the par
value, so the discount is the plug of the par value (410,000) less the cash proceeds
(402,620).
The effective annual rate of interest is 10.1212%. This was calculated using the RATE
formula in excel. This formula calculates the interest rate using the following formula,
=RATE (nper, pmt, pv, [fv], [type], [guess]). In this case, the number of periods was 7,
the cash payment was 39,975, the cash proceeds was 402,620, and the future value was
410,000. The formula used for this note in excel was =RATE(7,-39975,402620,-410000).
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Since all of the information was readily available except for the interest rate, this formula
allowed us to solve for the effective interest rate easily.

Amortization schedule
stated rate
Date
6/30/09
6/30/10
6/30/11
6/30/12
6/30/13
6/30/14
6/30/15
6/30/16

effective interest rate

Cash payment
$
$
$
$
$
$
$

39,975
39,975
39,975
39,975
39,975
39,975
39,975

Interest Expense
$
$
$
$
$
$
$

40,750
40,828
40,915
41,010
41,115
41,230
41,357

$
$
$
$
$
$
$

Bond Discount
Amortization
775
853
940
1,035
1,140
1,255
1,382

Net Book Value
of Debt
$
402,620
$
403,395
$
404,248
$
405,188
$
406,223
$
407,363
$
408,618
$
410,000

Effective
Interest
0.101212
0.101212
0.101212
0.101212
0.101212
0.101212
0.101212

The interest expense is calculated by taking the previous year’s book value and
multiplying it by the effective interest rate of 10.1212%. The bond discount amortization
is the difference between the interest expense and the cash payment. The net book value
is calculated by taking the previous year’s book value and adding the discount amortized.
The effective interest rate can be proved by taking the interest expense and dividing it by
the book value of the prior year.
The journal entry to record accrued interest expense for February 27, 2010
Interest Expense

27,167

Discount on Notes Payable

517

Interest Payable

26,650

This entry increases expenses which decreases equity, decreases the contra
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liability account, and increases liabilities. These numbers are found by taking the full
2010-year values on the amortization table and multiplying them by 8/12 since the issue
date was in June and this entry takes place in February.
The net book value of the notes at February 27, 2010
The net book value of the notes at February 27, 2010 is 403,137. This is
calculated by taking the previous book value or cash proceeds of 402,620 and adding the
discount amortized up to February 27, 2010 which was 517. This number is slightly
different than the value listed on the financial statements because this book value of
403,137 was calculated using the effective interest rate method, whereas Rite Aid uses
straight line depreciation since the difference is immaterial.
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CASE 9: MERCK & CO., INC AND GLAXOSMITHKLINE PLC- SHAREHOLDERS’
EQUITY
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Reflection
This case is about Merck & Co., Inc. which is a pharmaceutical company that
focuses largely on research for the pharmaceutical industry. Merck is headquartered in
New Jersey but has employees around the globe. Merck has recently been in the news for
promising to buy an Australian biotech company, Viralytics, and for investing lots of
money in different countries. Merck focuses a lot of time and money on discovering and
developing products to improve overall health.
The purpose of this case was to evaluate and analyze equity, specifically with the
stockholders’ equity portion of the balance sheet. This case dived into different categories
of common shares including authorized, issued, and outstanding. This case also
emphasized treasury stock, including what treasury stock is and how it works. In
addition, this case explored different dividend-related ratios which are important
measures to be aware of as an investor.
It is important to understand how equity is presented on financial statements.
Equity is the basis for company success, for example it can be used to finance a
company’s expansion, and it is often one of the first sections analyzed by potential
stockholders. Equity has many forms, and this case explored several different types
including common stock and treasury stock.
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Considering Merck’s common shares:
Common shares Merck is authorized to issue
Merck is authorized to issue 5.4 billion shares of common stock. This information
is found on Merck’s consolidated balance sheet for December 31, 2007 under
stockholders’ equity in the liabilities and stockholders’ equity section.
Common shares Merck actually issued at December 31, 2007
Merck issued 2,983,508,675 shares in 2007. This is found right below the shares
authorized on the balance sheet.
The number of shares issued at December 31, 2007 reconciled to the dollar value of
common stock reported on the balance sheet
The amount of common stock reported on the balance sheet for 2007 is 29.8
million. This can be reconciled by taking the number of shares issued (2,983,508,675)
and multiplying that times the par value of one cent, which also results in 29,835,086.75
or 29.8 million.
Common shares held in treasury at December 31, 2007
Merck had 811,005,791 shares of treasury stock in 2007. Treasury stock is stock
that Merck has bought back or repurchased from shareholders. This amount is also found
in the stockholders’ equity section on the balance sheet.
Common shares outstanding at December 31, 2007
Merck’s common shares outstanding at December 31, 2007 is 2,172,502,884.
This is calculated by taking the number of shares issued (2,983,508,675) less the number
of treasury shares (811,005,791).
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Total market capitalization of Merck on December 31, 2007 (Merck’s stock price
closed at $57.61 per share)
The total market capitalization of Merck on December 31, 2007 is
$125,157,891,147.24. This is calculated by taking the number of shares outstanding
(2,172,502,884) and multiplying that times the market price per share ($57.61).

Why companies pay dividends on their common or ordinary shares and what normally
happens to a company’s share price when dividends are paid
Shareholders appreciate dividends because it shows that the company truly is
making profits. A company may pay dividends to try to attract more shareholders since
paying dividends is an attractive feature for investors. By paying dividends, the company
is also encouraging additional investment since many times shareholders can reinvest
their dividends to buy more stock.
When dividends are paid, share price can change. If a dividend declared is lower
than expected, it can cause shareholders to have concern about the stability of the
company they are invested in, causing the share price to go down. If a dividend declared
is higher than expected, it will make the company seem like it is doing really well, and
the demand for the company’s stock may rise resulting in a higher share price.

Why companies repurchase their own shares
There are many reasons a company may buy back their shares. One reason is that
it would increase earnings per share and return on equity, which would in turn increase
performance for the short term. By having higher earnings per share, it boosts the
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perception of the company which can increase shareholder investment. In addition, a
company can buy back shares strategically to increase demand. By repurchasing a
company’s own stock, they can possibly increase the stock price.
Another reason a company may repurchase their own shares is to prepare for a
merger. By buying back their stocks, a company can then have more shares available to
be purchased if they are bought out by another company. A company may also want to
reduce the number of shareholders that have influence in company decisions.

Journal entry that summarizes Merck’s common dividend activity for 2007
Retained Earnings

3,310.7 million

Cash

3,307.3 million

Dividend Payable

3.4 million

Merck declared dividends on common stock for 3,310.7 million in 2007. This is
shown on Merck’s statement of retained earnings. The statement of cash flows, in the
cash flows from financing activities section, shows that 3,307.3 million was paid to
stockholders, so that means 3.4 million must be in the dividend payable account.

Merck repurchased a number of its own shares on the open market during 2007:
The method Merck uses to account for its treasury stock transactions
Merck uses the cost method to account for its treasury stock transactions. This
method debits the Treasury Stock account for the cost of the repurchase and credits paidin-capital and retained earnings. The cost method is more common than the par value
method for recording treasury stock.
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How many shares Merck repurchased on the open market during 2007
Merck repurchased 26.5 million shares on the open market during 2007. This is
found in Merck’s notes to consolidated statements, footnote 11 for stockholders’ equity.

How much Merck paid, in total and per share, on average, to buy back its stock during
2007 and what type of cash flow this represents
Merck paid 1,429.7 million in total to buy back its stock during 2007. This is
found on both the statement of cash flows in the cash flows from financing activities
section, and in footnote 11 for stockholders’ equity. Merck paid $53.95 per share to
repurchase its stock. This was calculated by taking the total amount paid (1,429.7
million) and dividing that by the total number of shares repurchased (26.5 million). This
represents a negative cash flow which reduces the cash flows from financing activities.

Why Merck does not disclose its treasury stock as an asset
An asset is something that will probably produce an economic benefit to the
company. Treasury stock is not an asset because it is a firm's own stock rather than a
separate resource that can bring in money for the firm.
Merck does not disclose its treasury stock as an asset because treasury stock is not
an asset, but rather acts like unissued capital stock. When a company buys back its stock
as treasury stock, the transaction reduces both assets and stockholders’ equity.
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Merck
(in millions)
Dividends paid
Shares outstanding
Net income
Total assets
Operating cash flows
Year-end stock price
Dividends per share
Dividend yield (dividends
per share to stock price)
Dividend payout
(dividends to net income)
Dividends to total assets

2007
$3,307.3
2,172.50
$3,275.4
$48,350.7
$6,999.2
$57.61
$1.52

Dividends to operating
cash flows

=2,(((.! =.47

'.$!

=$%.2'=2.64%
1,1#%.1

=1,!%$.3=1.01
1,1#%.1

=39,1$#.%=6.84%
1,1#%.1

2006
$3,322.6
2,167.79
$4,433.8
$44,569.8
$6,765.2
$41.94
$1.53
'.$1

=3'.(3=3.65%
1,1!!.2

=3,311.9=.75
1,1!!.2

=33,$2(.9=7.45%
1,1!!.2

=2,%2$.!=.49

The differences in Merck’s dividend-related ratios across the two years
Merck’s dividend yield decreased 1.01% from 2006 to 2007. This means that
Merck paid out fewer dividends in relation to its share price. Merck’s dividends to total
asset ratio and dividends to operating cash flows also decreased from 2006 to 2007.
Merck’s dividend payout ratio increased .26 from 2006 to 2007. The 2007 dividend
payout ratio of 1.01 means that Merck paid out more dividends than net income.
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CASE 10: STATE STREET CORPORATION- MARKETABLE SECURITIES
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Reflection
This case is about State Street Corporation, which is a major financial holding
company. State Street is headquartered in Boston, Massachusetts. State Street has two
main service lines which include Investment Servicing and Investment Management.
This case was primarily about State Street’s marketable securities.
The purpose of this case was to analyze State Street’s debt and equity securities
and how they are accounted for on financial statements. This case compared the different
types of securities including trading, available-for-sale, and held-to-maturity. The case
also explored realized and unrealized gains and losses for these securities, as well as, how
to find the value of these securities at cost.
It is important to understand differences between the different securities since
they are accounted for in different ways. This case also showed how financial statements
are structured a bit differently for companies in financial services. Being able to see
different types of companies’ financial statements are an important part of being well
versed in analyzing financial statements.
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What trading securities are, how a company would record $1 of dividends or interest
received from trading securities, and the journal entry to record a $1 increase in the
market value
Trading securities are debt or equity securities that are held for a short period of
time, usually 3 months. The purpose of trading securities is for them to be held briefly
before being sold to make money in the short-term.
To record $1 of dividends or interest received, the company would make a journal
entry that debits cash for $1, and credits dividend revenue or interest revenue for $1.
Interest and dividends are recognized when earned for trading securities. The journal
entry would be as follows:
Cash

$1
Dividend Revenue/Interest Revenue $1
The journal entry to record a $1 increase in market value for trading securities

would be a debit to the fair value adjustment account, which is an adjunct account,
meaning that it increases the value of the security. The credit would be to the unrealized
hold gain account with a suffix for income. This is because the change in market value
for trading securities flows through the income statement.
Fair Value Adjustment-trading

$1

Unrealized holding gain-income

$1

What available-for-sale securities are, how a company would record $1 of dividends or
interest received from securities available-for-sale, and the journal entry to record a $1
increase in the market value
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Available-for-sale (AFS) securities are debt or equity securities that are not
classified as either a trading security nor a held-to maturity security. The classification of
a security is based on management’s intent with the security, and AFS securities are sort
of a “catch all” for those that do not fall under another category.
Similarly to trading securities, to record $1 of dividends or interest received from
securities available-for-sale, the company would make a journal entry that debits cash for
$1, and credits dividend revenue or interest revenue for $1. Interest and dividends are
recognized when earned for available-for-sale securities. The journal entry would be as
follows:
Cash

$1
Dividend Revenue/Interest Revenue $1
The journal entry to record for a $1 increase in market value for AFS securities

would be a debit to the fair value adjustment account which is an adjunct account. There
would then be a credit to the unrealized holding gain account with a suffix for equity or
other comprehensive income (OCI). This is because gains and losses for AFS securities
flow through equity.
Fair Value Adjustment-AFS $1
Unrealized holding gain-equity or OCI

$1

What held-to-maturity securities are, why equity securities are never classified as held-tomaturity, and the journal entry to record a $1 increase in market value
Held-to-maturity (HTM) securities can only be debt securities. HTM is for
securities that the company as the ability and intent to hold until it matures. Equity
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securities are never classified as HTM because stocks do not have a maturity date and do
not expire. There would be no journal entry to record a $1 increase in market value for
HTM securities. Held-to-maturity securities are accounted for at amortized cost, not at
fair value. In addition, there will be no unrealized holding gains or losses for HTM
securities.

Considering the “trading account assets” on State Street balance sheet
What the balance in this account is for December 31, 2012 and the market value of these
securities on that date
The balance of the trading account assets on December 31, 2012 is $637 million.
This is also the market value for the securities since trading securities are constantly
adjusted to their fair market value.

Considering the balance sheet account “Investment securities held to maturity” and
the related disclosure in Note 4
The 2012 balance in this account
The 2012 balance in the investment securities held to maturity account is $11,379
million. This is found on State Street’s Consolidated Statement of Condition, under
assets.
The market value of State Street’s investment securities held to maturity
The market value of State Street’s investment securities held to maturity is
$11,661 million. The shows that the fair value of these securities has increased since the
date of purchase.
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The amortized cost of these securities, what amortized cost represents, and how
amortized cost compares to the original cost of the securities
The amortized cost of the investments held to maturity is $11,379 million. This is
found in both Note 4 and the balance sheet. The amortized cost is the amount that the
securities are currently worth on the company’s financial statements. The amortized cost
is the original cost of the securities with a premium or discount, which brings the original
cost paid to the stated price on the debt security. If the company paid more for a HTM
security, there would be a premium that would be amortized to reduce the book value
down until it reached the stated value. If the company purchased the HTM below its
stated cost, there would be a discount that would be amortized to increase the book value
until it reached the stated cost. These premiums and discounts affect interest revenue.
What the difference between the market value and the amortized cost represents and what
that difference suggests about how the average market rate of interest on held-to maturity
securities has changed since the purchase of the securities
The difference between the market value and the amortized cost represents the
change from the security’s stated rate to the rate on the date it was purchased. If the
market rate has gone down since the time the security was purchased, then the fair value
has increased, resulting in a premium. On the other hand, if the market rate rises, the
value of the security will decrease, resulting in a discount. In the case of State Street, we
know that the fair value of the held-to-maturity securities has increased, so we can
assume that the market rate has dropped since the date the HTM securities were
purchased.
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Considering the balance sheet account “Investment securities available for sale” and
the related disclosures in Note 4
The 2012 balance in this account and what the balance represents
The 2012 balance in the investment securities available for sale account is
$109,682 million. This is found on State Street’s Consolidated Statement of Condition
under assets. This balance represents the fair value of these securities as well, since AFS
securities are constantly updated with the market value.
The amount of net unrealized gains or losses on this account
The amount of net unrealized gains or losses for this account is a $1,119 million
gain. This is found by looking at Note 4 and taking the net amount of total gross
unrealized gains, $2,001 million, and the gross unrealized losses, $882 million. An
unrealized gain or loss is the result of a change in market value that has not yet been
realized from the sale of the securities.
The amount of realized gains (losses) from sales of available-for-sale securities and how
this amount impacts the income and cash flows for 2012
The amount of realized gains or losses from sales of available-for-sale securities
is a $55 million gain. This is found in Note 4, on the table that shows realized gains and
losses. The table shows that there was $101 million in gross realized gains from sales of
AFS securities and $46 million in losses from sales of AFS securities. A realized gain is
the result of a gain from the actual sale of the securities.
This gain positively impacts income on the consolidated statement of income. The
$55 million gain is found under “net gains from sales of investment securities” on the
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income statement for 2012. This realized gain would also increase the investing section
on the cash flow statement.

State Street’s statement of cash flow for 2012 shows the following line items in the
“Investing Activities” section relating to available-for-sale securities (in millions)
Proceeds from sales of available-for-sale securities
Purchases of available-for-sale securities

$5,399
$60,812

The journal entry made to record the purchase of available-for-sale securities for 2012
Based on the information given from the cash flow statement, State Street’s
purchases of available-for-sale securities for 2012 is $60,812 million. The journal entry to
record the purchases of AFS securities in 2012 would be as follows:
Investment in available-for-sale securities
Cash

$60,812 million
$60,812 million

The journal entry made to record the available-for-sale securities for 2012
Based on the information provided from the cash flow statement, State Street’s
cash proceeds from sales of available-for-sale securities is $5,399 million. It is also
known that the unrealized holding gain is 67 million. This information was provided from
Note 13. The realized gain on the AFS securities is $55 million. This information can be
plugged in to find the cost of the available-for-sale securities, which is $5,411 million. In
conclusion, the journal entry to record the available-for-sale securities in 2012 would be
as follows:
Cash

$5,399 million

87

Unrealized holding gain

$67 million

Realized gain on AFS securities

$55 million

Investment in AFS securities at cost $5,411 million
The original cost of the available-for-sale securities sold during 2012
The original cost of the available-for-sale securities sold during 2012 is $5,344
million. This is found because the gain from the sale equals the proceeds minus the book
value. The gain of $55 million is known as well as the cash proceeds of $5,399 million.
That information is then used to solve for the unknown which is the book value. The cash
proceeds of $5,399 less the gain of $55 million results in a book value of $5,344 million.
The reason that this does not match the cost from the previous journal entry is that there
is an unrealized hold gain that needs to be accounted for.
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CASE 11: ZAGG INC.- DEFERRED INCOME TAXES
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Reflection
This case is about ZAGG Inc, a mobile accessory company. ZAGG Inc. (ZAGG)
stands for “Zealous About Great Gadgets,” and they have become a leader in the industry
for technology accessories. ZAGG is known for their lifetime warranty on their screen
protectors with an easy replacement policy.
The purpose of this case was to analyze ZAGG’s deferred income taxes, including
the differences between deferred income tax assets and deferred income tax liabilities.
This case explored permanent and temporary tax differences and the two different types
of tax rates, effective and statutory. This case also dissected the financial statements to
find the different amounts for deferred tax liabilities, deferred tax assets, tax expense,
book income, and many other elements of deferred income taxes. This case also required
that the FASB Accounting Standards Codification was to be used to further explore into
the different aspects of deferred income taxes.
It is important to understand differences in how deferred income taxes are
accounted for, since taxes can account for such a large portion of a company’s income.
Having experience examining financial statements to find these different tax elements is
an important tool to have going into accounting internships and careers. In summary, this
case was beneficial in analyzing deferred income taxes and how they are accounted for
across a company’s financial statements.
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What book income is, which number in ZAGG’s statement of operation captures this
notion for fiscal 2012, and how book income differs from its taxable income
Book income is the pretax income from the financial statement. ZAGG’s book
income for fiscal 2012 is $23,898 thousand. This is found on ZAGG’s Consolidated
Statement of Operations in the line item “income before provision for income taxes.” The
book income, or the pretax financial income, gives rise to the income tax expense. This
income is found by following US GAAP. On the other hand, taxable income gives rise to
income taxes payable, and follows the Internal Revenue Service (IRS) tax code.

The definition of permanent tax differences, temporary tax differences, statutory tax rate,
and effective tax rate
Permanent tax differences are variances with either pretax financial income or
taxable income that never show up on other type of income. These differences will not
result in future taxable amounts or future deductible amounts because they are only
relevant in the period in which they are incurred. An example of a permanent tax
different would be interest on municipal bonds. Municipal bonds are tax exempt, so the
interest on these bonds are included in financial income but deducted from taxable
income.
Temporary tax differences are variances with either pretax financial income or
taxable income that will result in future taxable or deductible amounts in future periods.
These differences are due to timing differences between the assets and liabilities reported.
An example of a temporary difference is depreciation. Many times a company may use
one type of depreciation for tax purposes, but will use another type of depreciation on
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their books.
The statutory tax rate is the stated rate mandated by law in the country where the
company does business. There may be different tax rates for different income levels, but
all of these rates are the statutory rate because they are the stated rate determined by the
government.
The effective tax rate is calculated as the tax expense divided by the pretax
income.
The statutory tax rate may be different than the effective tax rate due to different tax
deductions and liabilities. The effective tax rate is the actual rate that the company’s
income was taxed at after the deferred income taxes and permanent differences.

Why companies report deferred income taxes as part of their total income tax expense
and why companies don’t simply report their current tax bill as their income tax event
According to the FASB Accounting Standards Codification, deferred tax
consequences are "the future effects on income taxes as measured by the applicable
enacted tax rate and provisions of the enacted tax law resulting from temporary
differences and carryforwards at the end of the current year." In other words, these
deferred tax assets or liabilities are temporary differences in the taxes paid and the taxes
reported on the financial statements due to timing differences. This causes there to be a
difference between the income tax expense and the income tax payable for the current
period. The income tax expense is based on the pretax financial income as a result of
GAAP. On the other hand, income tax payable is a result of the taxable income with
respect to the tax code. Since these accounts are derived from different sources, they will
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result in different numbers, which are accounted for through the deferred income taxes.
A company reports deferred income as part of their total income tax expense
because they need to account for these timing differences. Without deferred income
taxes, there would be no way to reconcile the pretax financial income to the taxable
income. Deferred income tax accounts allow the tax liability to equal the tax expense in a
particular period. Companies cannot report their current tax bill as their income tax
expense because there are different deductions and expenses that are accounted for during
different periods. For example, a company may be paying more in taxes now on their
current tax bill due to rent received in advance, but it will be a future deductible amount
when the rent is earned, which will result in a lower tax bill in the future. These
differences are due to companies having to follow one set of guidelines to report income
tax expense, using pretax financial income and US GAAP, and using a different set of
guidelines to find income taxes payable, by using taxable income and the IRS tax code.
Deferred income tax accounts are found on a company's balance sheet. The
deferred tax accounts should be classified as a net amount under noncurrent assets or
liabilities. Different elements of deferred taxes, such as the tax expense, can be found on
the statement of operations, or the income statement. In addition, companies will usually
include notes to the financial statements that include a breakdown of the current deferred
taxes including total deferred tax assets, total deferred tax liabilities, and the net amount
between these two accounts.
The deferred tax expense (or benefit) is the change in deferred tax liabilities and
assets for the current period. The deferred tax expense for ZAGG for 2012 is $8,293
thousand. This is the change in the deferred tax liabilities and assets from 2011 to 2012.
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This amount is found in Note 8-Income Taxes in the line item "total deferred" or as the
difference between the total current of $17,686 thousand and the total (provision) benefit
of $9,393 thousand. The deferred tax expense can also be found on the Consolidated
Statements of Cash Flows under cash flows from operating activities in the line item
"deferred income taxes."

What deferred income tax assets and deferred income tax liabilities represent
According to the FASB Accounting Standards Codification, a deferred tax asset is
“the deferred tax consequences attributable to deductible temporary differences and
carryforwards.” In other words, deferred income tax assets are a result of future
deductible amounts. When deferred income tax assets (DTA) increases, it means that the
company will have a tax refund in the future as a result of temporary differences in the
current period. The deferred tax asset should be presented on the balance sheet at its net
realizable value, which is where the valuation account comes into place. Deferred tax
assets are reduced by a valuation allowance account which serves as a contra asset
account. An example that would result in a deferred tax asset is when a company receives
rent in advance. In this case, the company would pay taxes on the prepaid rent, but it
would not record the prepaid rent until it is earned which will most likely be in another
period.
On the other hand, according to the FASB Accounting Standards Codification, a
deferred tax liability is “the deferred tax consequences attributable to taxable temporary
differences.” In other words, deferred income tax liabilities are a result of future taxable
amounts. When deferred income tax liabilities (DTL) increases, it means that the
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company will have to pay more tax in the future as a result of a temporary differences in
the current period. An example of a deferred tax liability would be when depreciation on
the income statement is less than the depreciation on the tax return. This results in the
company paying lower taxes in the current year at the expense of paying more in future
years.

What a deferred income tax valuation allowance is and when it should be recorded
The deferred income tax valuation allowance account is used to reduce a deferred
tax asset. The deferred income tax valuation allowance is only used for deferred income
tax assets, but not for deferred income tax liabilities. This account is used when it is
“more likely than not” that the company will not realize some portion of the deferred tax
asset. To determine the likelihood of realizing the deferred tax asset, the company should
analyze evidence available to them including looking at past years’ gains or losses.

Consider the information disclosed in Note 8-Income Taxes
The journal entry that ZAGG recorded for the income tax provision in fiscal 2012
The journal entry that ZAGG recorded for the income tax provision for fiscal
2012 is as follows (in thousands):
Income tax expense

$9,393

DTA, net of DTL

$8,293

Income tax payable

$17,686

Income tax provision is another name for the income tax expense. The income tax
expense of $9,393 thousand, is found on ZAGG’s Consolidated Statement of Operations
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in the line item “income tax provision.” The income tax provision can also be found in
Note 8-Income Taxes in the line item “total (provision) benefit.” Income tax payable of
$17,686 thousand is also found in Note 8-Income Taxes in the line item “total current.”
The DTA, net of DTL total of $8,293 thousand is found in Note 8-Income Taxes in the
line item “total deferred.”
“Net deferred income taxes” broken down into its deferred income tax asset and deferred
income tax liability components
The net deferred income taxes are $8,293. This is a result of the net amount
between the deferred income tax assets and the deferred income tax liability. Using the
information in the third table in Note 8, it states that the total deferred tax assets for 2011
are $6,300 thousand and in 2012 are $14,302 thousand. The difference between the two
years results in a $8,002 thousand change in deferred tax assets. In addition, in 2011, the
total gross deferred tax liabilities are $1,086 thousand and in 2012, $794 thousand. The
difference between these two years results in a $292 thousand change in total gross
deferred tax liabilities. For rounding purposes to make the journal entry balance, the total
gross deferred tax liabilities is $291 thousand. If the previous journal entry was rewritten
to show both the DTA and the DTL, it would be as follows:
Income tax expense

$9,393

DTA

$8,002

DTL

$291
Income tax payable

$17,686

ZAGG’s 2012 effective tax rate and what accounts for the difference between the
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statutory rate and ZAGG’s effective tax rate
The effective rate is calculated by taking the tax expense and dividing it by the
pretax income. For 2012, the tax expense is $9,393 thousand and the pretax income is
$23,898 thousand. This results in an effective rate of 39.30%. ZAGG’s statutory rate is
35%, which is found in Note 8-Income Taxes. ZAGG’s effective rate is higher than the
statutory rate. This is unusual considering most of the time a company’s effective rate is
lower than the statutory rate due to deductions and exemptions.

Where ZAGG’s net deferred income tax asset balance of $13,508,000 at December 31,
2012 appears on ZAGG’s balance sheet
The net deferred income tax asset balance of $13,508 thousand for 2012 is found
on the balance sheet as the sum of two line items. The current asset of deferred income
tax assets of $6,912 thousand plus the noncurrent asset of deferred income tax assets of
$6,596 thousand equals the $13,508 thousand for total net deferred income tax asset
balance for 2012.
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CASE 12: APPLE INC.- REVENUE RECOGNITION
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Reflection
This case is about Apple Inc., which is a company that produces and sells
electronic devices along with software and services. Apple Inc., or Apple, is very
important in many of our day to day lives as we become more and more dependent on
technology. Apple is known for their innovation and technological advancements.
The purpose of this case was to analyze Apple’s revenue recognition process and
the appropriate FASB standards and principles that are associated with revenue
recognition. This case explored revenue recognition in relation to ASC 606 and FASB’s
Statement of Concepts No.5. In addition, this case investigated how different scenarios
impact revenue recognition including situations where it may not be clear on how to
account for the revenue earned.
It is important to understand how to recognize revenue since revenue is the basis
of company activity and many decisions, such as whether or not and individual wants to
invest in the company, are based on the company’s recorded revenue. Recording revenue
accurately and appropriately is imperative for the continued success of a company. Due
to this, FASB is constantly updating revenue recognition principles in order to make it as
clear and straightforward as possible when it comes to revenue recognition.
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The definition of “revenues” and how revenues are different from “gains”
According to FASB, revenue is "Inflows or other enhancements of assets of an
entity or settlements of its liabilities (or a combination of both) from delivering or
producing goods, rendering services, or other activities that constitute the entity’s
ongoing major or central operations." In other words, revenue is money earned from the
main tasks that the company performs.
A gain is an increase in cash or assets from a peripheral function of the company.
For example, Apple’s primary business function is to manufacture and sell electronics, so
they would recognize a gain on a sale of investments instead of recognizing it as revenue.
For both revenues and gains, they are recognized when it is realizable and earned. Both
conditions must be in place before revenues and gains can be accounted for appropriately.

What it means for a business to “recognize” revenues, accounts and financial statements
that are affected by the process of revenue recognition, and the revenue recognition
criteria outlined in FASB’s Statement of Concepts No.5
Recognizing revenue means that a company records revenue when it is actually
earned and matches the revenue with the expenses that are associate with it. Recognizing
revenue can be a difficult task when the performance obligations or other parts of the
revenue are not explicitly stated. The income statement is directly affected by the process
of revenue recognition because it begins with the revenue earned during a particular
period. Since revenue will affect net income on the income statement, earnings per share
will also be affected by revenue recognition. Revenue is a main account associated with a
business, so it is important to recognize and report revenue accurately.
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There are five steps outlined in the ASC 606 which are used to recognize revenue
appropriately. The first step is to identify that there is a contract with the customer. The
second step is to determine what performance obligations are a part of the contract and
will need to be completed. The third step is to determine the transaction price or a price
that most accurately reflects the appropriate cost. The fourth step is to allocate the
transaction price to each performance obligation specified in the contract. Lastly, the fifth
step is the recognize the revenue when the performance obligation has been satisfied, or
when the company completes what they say they will do.
The revenue recognition criteria outlined in FASB's Statement of Concepts No. 5
includes four key criteria. Those include definitions, measurability, relevance, and
reliability. In other words, the revenue in questions should be able to be classified as
revenue by definition, have a determinable amount associated with it, have an impact on
a decision, and be honest and true to all standards and criteria.

When Apple recognizes revenue, Apple’s four revenue recognition criteria, and how
Apple appears to be aligned with the revenue recognition criteria
In general, Apple recognizes revenue according to general revenue recognition
accounting guidance and also uses specific software accounting guidance for certain
software transactions. According to Note 1, Apple's four revenue recognition criteria are
that there is persuasive evidence of an arrangement or a contract has been identified,
delivery has occurred, the transaction price has been determined, and the collection of
payment is probable. Apple appears to be aligned with these criteria in many ways. For
example, Apple recognizes revenue when they ship goods to customers which meets all

101

four criteria. The exception to this is online sales, and that will be discussed further, later
on. In addition, Apple is aligned with these criteria when they make their financial
statements. For example, Apple states on their 10-K that services “includes revenue from
Digital Content and Services, AppleCare, Apple Pay, licensing and other services,”
which means that Apple includes service revenue as it meets the four criteria.
Furthermore, Apple’s four revenue recognition criteria are more specific that the criteria
from FASB’s Statement of Concepts No. 5. Apple has taken the Statement of Concepts
criteria and made it more specific to their company and products.
In addition, Apple is aligned with revenue recognition criteria from FASB by
stating that with the new revenue standards, “The Company will adopt the new revenue
standards in its first quarter of 2019 utilizing the full retrospective transition method. The
new revenue standards are not expected to have a material impact on the amount and
timing of revenue recognized in the Company’s consolidated financial statements”
(Apple Inc. 10-K 2017). It is important that all changes in revenue recognition are stated
clearly and consistent.

The multiple-element contracts and why they pose revenue recognition problems for
companies
According to the FASB Codification, multiple-element arrangements are
"arrangements under which it will perform multiple revenue-generating activities." In
other words, these contracts have multiple parts that may be completed at different times
which may change how the revenue is recognized. The Codification says that the
multiple-element contracts should be divided up into individual performance obligations
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and the transaction price should be allocated appropriately. These can pose revenue
recognition problems for companies when it is not clear how to split up the elements into
individual revenue obligations especially when different elements are earned in different
periods. This can also cause an issue when the transaction price is not clear for particular
parts of the contract and thus the company has to estimate how much should be
associated with each performance obligation.

What incentives managers have to make self-serving recognition choices
A manager may recognize revenue in ways that it benefits them. For example, if a
manager knows he/she may be up for a promotion or large bonus if they hit a certain
revenue benchmark, he/she might be inclined to record revenue that technically may not
be eligible to be recognized because it doesn’t meet the criteria. A manager might also
prematurely or hold off to record revenue if they are trying to smooth out a loss or the
potential for a loss in the current or upcoming periods. Lastly, a manager may record
revenue in advance if they are trying to gain investors for a future endeavor. There are
many reasons a manager may not exactly follow revenue recognition principles to benefit
themselves, so it is important for companies to have specific criteria in place that helps
employees to decide when and how to record revenue.

Refer to Apple’s revenue recognition footnote. When Apple recognize revenue for the
following types of sales:
iTunes songs sold online
Apple recognizes the revenue from iTunes sales on a net basis since many times
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Apple is not the primary owner of the software or content. Apple’s Footnote 1 states that
third-party digital content sold on iTunes is recognized “in accordance with general
revenue recognition accounting guidance.” Apple only recognizes the commission earned
from these sales, which aligns with the revenue recognition principles.
Mac-branded accessories such as headphones, power adaptors, and backpacks sold in
Apple stores. The same accessories sold online.
Revenue is recognized for these hardware products once they have been shipped
and “the title and risk of loss [has] been transferred.” Therefore, revenue is recorded at
the time of shipment. On the other hand, for online sales directly to the consumer, Apple
defers the revenue until the product has been received by the customer because “the
Company legally retains a portion of the risk of loss on these sales during transit.” This is
supported in the Codification Concept Statement No. 5 when it says to recognize revenue
when it is realized and earned.
iPods sold to a third-party reseller in India
According to Apple's 10-K, "operating income for each segment includes net
sales to third parties." This means that Apple would recognize the net amount of revenue
that it would earn from a particular sale to a third-party reseller in India.

This is similar

to how revenue is recognized for software sold through iTunes.
Revenue from gift cards
Apple recognizes deferred revenue at the time a gift card is sold and reclassified
as revenue once the gift card has been redeemed. The reason that the sale of gift cards is
not recognized as revenue is because there has not yet been the final sale of a service or
inventory. According to the codification, revenue is usually “related to the sale of
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inventory.”
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